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The economic and monetary integration of Europe has transformed the political and institutional landscape of the continent in recent years. This transformation presents important new challenges for public authorities as well as for the European peoples at large. Old nation states are now in the process of sharing their sovereignty among themselves for their own benefit as well as for the benefit of the European community as a whole. To an unprecedented degree, they are also delegating authority within and across nations in an attempt to strengthen European democracy and improve economic performance. These changes call for new institutional architecture. Recent decades have seen important new judicial, political, and economic institutions emerge and evolve, most recently the European Central Bank (ECB). It seems unlikely that
Europe has reached the end of this road. On the contrary, as further progress is made towards the common goal of European unity in the years ahead, new arrangements for economic and political cooperation will see the light of day.
In this lecture I intend to discuss mainly fiscal and monetary affairs, in three parts. What does this mean? It means that if the ECB and, by extension, national central banks are held responsible for maintaining low inflation, they may need to reserve the right to address all major sources of inflation rather than confine themselves to monetary aggregates, interest rates, and exchange rates as they did in the past. How would they do this? Mainly through attempts at friendly persuasion, a technique used with apparent success by the Federal Reserve Board (Fed) in the United States. The crux of the matter is this: insofar as inflation can be traced to fiscal imbalances, for example, central banks cannot fairly and logically be held responsible for containing inflation unless they are clearly authorized to address fiscal issues head on, including questions concerning the institutional framework of fiscal affairs. In other words, if they are to be held accountable for inflation, and if they are to succeed, central banks should reserve the right to suggest, for example, that the fiscal policy framework be put on a similar footing as monetary policy -that is, depoliticized as far as possible. Naturally, their newfound independence is confined to means rather than ends:
democratically elected politicians set the targets of economic policy as before, but politically appointed central bankers are now free to choose the instruments by which these targets -say, two percent inflation per year -are to be pursued. 1 The independence now vested in central banks is a natural extension of a long-standing depolitization process that has covered a broad spectrum of social affairs. There can be no controversy about the need for independent, yet accountable, public institutions such as courts of law. The same applies to universities and news media, whether they are publicly or privately owned. What has been happening over the past few years is that central banks have, for good reason, been added to a lengthening list of social institutions in need of depolitization.
This brings me to the second implication of the legal commitment to low inflation.
If the law prescribes low inflation, and if political interference in fiscal policy through vote buying before elections, irresponsible tax cuts and such is a significant source of fiscal imbalances and inflation, then is fiscal policy not also a possible candidate for depolitization? -like monetary policy. If not, then why not?
To sharpen the focus of the argument, let me begin with an example from Iceland, involving fisheries management. I want to do this because fisheries management in Iceland is, or ought to be, intimately linked to fiscal policy. This is so because, in long-run equilibrium, the natural resource rent from the fisheries has been estimated to amount to some 5 percent of Iceland's gross domestic product (GDP). This makes Iceland unique among industrial countries, and clearly makes fisheries policy a macroeconomic as well as fiscal concern. For comparison, public expenditure on education at all levels in Iceland amounted to less than 6 percent of GDP in the year 2000. Under the present fisheries policy management system, which, by law, defines the fish resources in Icelandic waters as common property of the Icelandic nation, just 1 For a review of the main issues involved and some empirical evidence, see Cukierman (1992) .
as the oil wealth within Norway's jurisdiction is defined as a common property resource, Icelandic boat owners are allocated transferable catch quotas, free of charge, based on their catch experience in 1981-1983 because the current regime was launched in 1984. These quotas are quite valuable, as can be deduced from the high prices at which they are freely, and legally, traded among boat owners as well as from the macroeconomic magnitude of the long-run resource rent involved. By thus implicitly subsidizing the fisheries by not charging the boat owners a fair price -that is, market price -for the quotas through landing fees or by auctioning them off, the government thus foregoes substantial revenue, which could be used either to finance necessary social expenditures on education and health care or to reduce taxes, or both.
The present scheme is doubly inefficient: first, the implicit subsidy delays necessary reform and rationalization in the fishing industry because the fisheries management regime, like farm policy, is essentially an instrument of the government's regional policy, and second, the failure to reorganize public finances by replacing inefficient taxes to some extent by fishing fees imposes unnecessary deadweight losses on the economy because fishing fees, like natural resource fees in general, are a more efficient source of public revenue than distortionary levies such as the income tax, the value-added tax (VAT), and import duties.
The main objection that has been raised to the above arguments in public debate in Iceland is that politicians would squander the revenue from fishing fees and hence cannot be entrusted with the money. Better then to leave the money in private hands, that is, with the boat owners, or so the argument goes. The boat owners at the receiving end aside, what are we to make of this counterargument? -that new revenues from fishing fees need to be kept out of the hands of politicians. After all, as has been discussed above, monetary policy is now widely considered to be too important to be left to insufficiently far-sighted politicians, and this is why, in recent years, central banks in many countries have been granted greater independence from political authority. Therefore, the question now arises as to whether this argument cannot be extended to at least the stabilization function of fiscal policy, as suggested by the specific example from Icelandic fisheries policy, and to some extent, perhaps, to the allocation function of fiscal policy as well -more on this later.
This approach has led me to conclude that the determination of fishing fees in
Iceland and the allocation of revenues from the fees could, if necessary, be decoupled Another example can be taken from the field of pensions. Here we have a policy challenge that politicians in Europe and elsewhere have not yet managed to tackle very successfully. Yet, the stability of demographic developments makes it easier in this case than in many others to foresee a pending danger that consists in the gradual but certain change of the age composition of the European population: that is, too few people of working age a generation from now to pay for present pensions obligations to old people whose numbers will swell (Lindbeck and Persson, 2003) . This policy challenge shares several attributes of monetary and fiscal stabilization and partly also allocation, including the somewhat technical and long-run nature of the problem and the resulting temptation of shortsighted politicians to postpone action. This example helps explain why extended mandate periods for elected officials will not solve all the problems that well-designed delegation is intended to solve. The optimal mandate period in a democracy is bound to be shorter than might be required to focus political attention and to secure legislative action on inherently long-run issues such as pensions. For these reasons, pension reform may be a good candidate for delegation.
But clearly, this argument cannot be taken too far. Even if some of us may be willing to consider delegating government authority in agricultural policy to an independent group of people that is less impressed than many politicians by the urgency of preserving the status quo in this area, most of us would balk at the notion of leaving the allocation of national resources between, say, the private sector and the public sector to a Fiscal Policy Committee. There are aspects of the allocation function of stabilization policy that are inherently political and we do not want to completely depoliticize politics, do we? Like it or not, politics is necessary. Here, the challenge of economists is to suggest ways to try to restrain politicians to maximize their usefulness without stifling the political process. And, it goes without saying, the distribution function of fiscal policy cannot be delegated. Here, however, I want to emphasize yet another channel through which high inflation may hurt growth: namely, by punishing households and firms for holding money, thus reducing liquidity and thereby depriving the economic system of the lubrication that is necessary for it to function smoothly -that is, for achieving full economic efficiency and rapid growth. What is the evidence for this? Even so, the policy implication is evident: keeping inflation low and liquidity reasonably high is most likely to be good for growth. This brings us to Figure 2 which shows the cross-sectional relationship between liquidity and inflation -specifically, the inflation distortion or the implicit rate of inflation tax, measured by the rate of inflation divided by one plus the rate of inflation -in the same 87 countries over the same 33-year period as before. This nonlinear transformation of the inflation rate is intended to reflect the phenomenon that a given decrease in inflation has a stronger proportional effect on liquidity at low rates of inflation than at high rates. In Figure 2 we can see a clear inverse association between liquidity and inflation. The Spearman rank correlation is -0.45 and significant. There is, however, no clear evidence of a two-dimensional correlation between inflation and growth around the world. The reason is that the relationship between inflation and growth is a complicated one, and involves several factors other than financial maturity, as mentioned before -among them, real interest rates and saving, real exchange rates and trade, and probably also political governance and stability. In short, the relationship between inflation and growth is too complicated to be discernible to the naked eye as a two-dimensional cross-country correlation summarizing the impressions conveyed by Figures 1 and 2 . Even so, the relationship exists as can be ascertained by multiple regression analysis. The next step, therefore, is to estimate a series of growth regressions for the same 87 countries as before, again during 1965-1998. The data are taken from World Bank's World Development Indicators (2002), except the data on natural capital that are taken from World Bank (1997) . The strategy here is to regress the rate of growth of national economic output per capita on the inflation distortion, defined as in Figure   2 , and then to add other potential determinants of growth to the regression in order to observe the robustness of the initial result -that is, to see whether the inflation variable survives the introduction of additional explanatory variables that are more commonly used in empirical growth research. Table 1 presents the results of this exercise. Model 1 shows that there is, in fact, a statistically significant bivariate relationship between inflation and growth in the data even if it is invisible to the naked eye. When natural resource dependence, measured by the share of natural capital in total capital, which comprises physical, human and natural capital (but not social capital; see World Bank, 1997) , is added to the regression in Model 2 in accordance with the resource curse hypothesis (Sachs and Warner, 1995), we see that natural resource dependence hurts growth as hypothesized without knocking out the negative coefficient on inflation. In Model 3, the logarithm of initial income (i.e., in 1965) is added to capture conditional convergence -the idea that rich countries grow less rapidly than poor ones because the rich have already exploited more of the growth opportunities available to them, by sending more young people to school, for instance. Initial income is defined as purchasing-power-parity adjusted GNP per capita in 1998 divided by an appropriate growth factor to ensure consistency between our income measures in 1965 and 1998 and our measures of economic growth between those years. Here we see that the coefficient on initial income is significantly negative as expected; the other two coefficients survive. Then, in Model 4, we add the share of gross domestic investment in GDP and find that it makes a contribution to growth as expected, even if no attempt has been made to adjust the figures for the quality of investment, a desirable adjustment to make in principle, but difficult in practice. In Model 5, we then proceed to add education, represented by the logarithm of the secondary-school enrolment rate, the measure of education most commonly used in empirical growth research; the logarithmic formulation reflects diminishing returns to education. Again, education stimulates growth without displacing any of the variables inherited from the preceding models. Last but not least, the coefficient on inflation in the northeast corner of Table 1 means that an increase in inflation from zero to ten percent per year reduces per capita Table 1 are economically as well as statistically significant.
In conclusion, empirical evidence seems to support the view that high inflation is Empirical evidence suggests that increased education is associated with more rapid growth across countries. Figure 3 covers the same 87 countries as before (for comparison, see Table 1 ). The regression line drawn through the scatter plot indicates that an increase in the secondary-school enrolment rate by 25-30 percentage points from one country to another goes along with an increase in per capita growth by one percentage point. The correlation is statistically as well as economically significant:
the Spearman rank correlation is 0.72. The curve shown fits the data a bit better than a straight line because of diminishing returns to education: increased education makes the greatest difference for growth when the standard of education is low to start with.
As always, it would be desirable to distinguish quantity from quality, but this is difficult to do because the available and commonly used measures of educationyears of schooling and expenditure on education as well as school enrolment -reflect education inputs rather than outputs -quantity, that is, rather than quality.
What can we conclude from this discussion? Myopic governments tend to devote too few resources to education because they are not sufficiently concerned about the long-run effects of education on economic growth. In Europe, for instance, university States versus 9 percent in Europe). In the United States, in other words, the responsibility for health care has, in effect, been delegated to the private sector to a considerably larger extent than in Europe. Privatization aimed at a more productive division of responsibilities between the government and the private sector is an important aspect of the delegation of government authority.
In this context an example from Iceland may be instructive. General health care in
Iceland is the almost exclusive responsibility of the central government while dental care is provided by the private sector. General health care is essentially free of charge in the sense that it is funded out of general tax revenues whereas dental care is provided at competitive market prices, except the dental care costs incurred by young people up to the age of eighteen and by pensioners and welfare recipients are subsidized by 50 percent by the government. The state of dental health in Iceland is excellent by world standards as is public health in general, as evidenced by the fifth highest life expectancy in the world (after Japan, Hong Kong, Sweden, and the Switzerland). The point of this comparison is that the centrally planned general health care sector in Iceland is an almost perpetual state of financial and organizational crisis, unable to cope with the demands placed on it by the public as evidenced by long waiting lists and overcrowded hospitals. Meanwhile, the dental care industry faces no comparable problems, no shortage of funds, and no waiting lists. An obvious inference to draw from this is that perhaps the publicly owned and operated health care sector may have something to learn from the private dental care industry.
A similar story can be told about infrastructure. The world is full of white elephants -public infrastructure projects whose social value does not justify their cost to taxpayers. This experience has resulted in the proliferation of privately funded infrastructure around the world -for example, roads, tunnels, and bridges financed by fees and tolls. The aim is a better balance in the division of labor between the public sector and the private sector and therewith more and better infrastructure. Here we have another instance where delegation can be achieved in part through privatization. 
